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Abstract 
Sustainability of government debt is a finance priority in most countries of the world. Ideally, government debt should be 
sustainable at all times. Unfortunately, this is almost never the case in contemporary stochastic economy. Therefore, government
debt stabilization tools are employed to contribute to the sustainability of the government debt or maintain the acceptable level of 
the debt. Selection of government debt stabilization tools depends on many factors, one of which is monetary policy arrangement.
Such factors as size and openness of the economy are also crucial for development of government debt management strategy. 
The objective of the paper is to analyse the peculiarities of government debt stabilization in a small open economy within 
currency board system. 
The main research methods used are systematization and generalization of the scientific literature, quantitative and qualitative
analysis of the primary and secondary data, case study, scenario method, graphic presentation of the data and results. 
Conclusions of the paper provide the brief review of the main results and findings, revealing the peculiarities of plausible tools 
and strategy for government debt stabilization in a small open economy within currency board system. 
© 2014 The Authors. Published by Elsevier Ltd. 
Peer-review under responsibility of the Kaunas University of Technology. 
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1. Introduction 
The necessity for the stable public finance is undoubted imperative for the most countries of the world. This is 
especially evident in recent years. Recent worldwide economic recession once more demonstrated the vulnerability 
of the public finances in most countries of the world. In the paper, only general government debt (further in the text 
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 – government debt) is considered. During the recession, in many countries, at least short term violation of 
sustainability of government debt was evident. And in many cases, it was obvious that sustainability of government 
debt is non-existent. Therefore, prompt changes in government debt strategy were necessary to be made in order to 
improve the long term indebtedness situation. Due to the aftermath of the recession, government debt stabilization 
tools were necessary to be applied. Success of application of such tools varied among the different countries and 
regions. 
In order to be able to stabilize the government debt, selection of appropriate government debt stabilization tools 
and strategy is essential. As in scientific literature there are many possible approaches to the problem, in this paper, 
first of all, specific standpoint on the issue is described. It is argued that as stabilization of the government debt can 
be described as being concurrent with the sustainability of the government debt, it is assumed that both of them have 
common genesis. In its own turn, government debt sustainability and the means to maintain it are quite widely 
analysed (e.g. Faraglia et al., 2013; Legrenzi & Milas, 2012; Goldstein, 2010; Frank & Ley, 2009; Burcu & Veli, 
2008; Yilanci & Özcan, 2008; Afonso, 2005). In the paper, it is also argued that stabilization of the government debt 
should be ensured at all times, and government debt stabilization tools should be used as prevention means. 
While the significance of having stable finance system is important to the most countries of the world, small open 
economies should be extra concerned about the government debt stability issues due to their dependence on the 
global economy (Agliardi et al., 2012; Jeanne & Ranciere, 2011; Pisani, 2011; Cuadra & Sapriza, 2008; Damijan, 
2001). Governments of such economies should be more conscious of the threat of stochastic nature of the economy 
and risks caused by it. Therefore, even more reserved strategy (in comparison with the strategy of big open 
economy) of the government borrowing should be considered. 
Furthermore, the potential to apply government debt stabilization tools depends on many different factors, 
specific to the analysed economy. One of the main critical factors, and the object of this paper, is the monetary 
policy arrangement. If economy is within currency board system, its options to select different government debt 
stabilization tools are limited in terms of controlling the impact of the change of monetary policy on the economy 
(Campa, 2012; De Grauwe & Ji, 2012; Afonso, 2005; Dafflon, 2002). 
Considering all the stated, the research problem can be described as the identification of peculiarities of rational 
government debt stabilization tools set, which, given that the above described prerequisites should be met, could be 
used in small open economy within currency board system. Accordingly, the aim of the paper is to analyse the 
peculiarities of government debt stabilization in small open economy within currency board system. 
The main research methods, used in the paper are presented in the Method’s part of the paper. The main research 
methods are the systematization and generalization of the scientific literature, quantitative and qualitative analysis of 
the primary and secondary data, systematic approach, case study, scenario method, graphic presentation of the data 
and results. Lithuania’s case is analysed. Data for the research was collected using scientific literature, reports of the 
national institutions of the countries analysed, data provided by the official national and regional departments of 
statistics, official international institutions and organizations, such as International Monetary Fund, World Bank etc. 
The main results and findings of the research are presented in the Results’ part of the paper. The main peculiarities 
of government debt stabilization tools in small open economy within currency board system are presented in the 
Conclusions’ part of the paper. Also, specific limitations of the research and the future research prospects in this 
field are discussed. 
2. Method 
Different methods were used to accomplish different tasks of the research. However, holistic approach was used 
to ensure the consistency of the research. 
In order to achieve the goal of the research and deliver reliable results, specific set of limitations and prerequisites 
of the research should be set and specify the area of the performed research. The main research limitations include 
the monetary policy arrangement, openness and size of the economy. Therefore, research focuses on economies, that 
are open, small and within currency board system. The research results, respectively, are applicable only for small 
open economies within currency board system. The research does not include analysis of the government borrowing 
need or its management. Also, the effectiveness of the usage of borrowed assets is not analysed. The research is 
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focused only on stabilization of the government debt which is caused by direct debt management decisions. These 
limitations are also taken into account in case study, which is based on Lithuania’s example. 
The following is the brief description of methods, used in the research. 
Systematization and generalization of the scientific literature, as well as the generalization of the findings, was 
used for the analysis of the peculiarities of a small open economy within currency board system, as well as for the 
identification of peculiarities of the government debt stabilization tools and/or strategy. Qualitative analysis of the 
respective primary and secondary data has been performed. 
Systematic approach to the analysis is used throughout the research. 
Case study is applied to study the government debt stabilization in Lithuania’s case. Data for the period of years 
2004-2012 was analysed. This period was selected because before year 2004 Lithuania had significantly different 
strategy of government debt management to compare it with the strategy after 2004 (in 2004 Lithuania joined 
European Union). Case study employs analysis of the secondary and primary data, quantitative and qualitative 
analysis of which is performed. Microsoft Office tools where used to analyse the statistical data and primary data, 
@Risk 6 model was used to demonstrate the significance of the stochastic factor. 
Also graphic presentation is used to illustrate the argued statements and findings. Scenario and stochastic 
simulation methods are used to demonstrate the necessity for the stabilization of the government debt and the 
stochastic effect on the government debt level. 
3. Results 
The results of the research are based on the outcome of the research, performed according to the described 
methods and within the set limitations. 
Analysis of the peculiarities of government debt borrowing showed that the main common prerequisites for the 
successful stabilization of the government debt is the sustainability oriented finance policy, constant monitoring of 
the debt level, competence of the debt managers, opportunities for the structural reforms if necessary and effective 
usage of the borrowed assets. 
In context of the research, one of the most significant peculiarities of a small open economy within currency 
board system is its inability to adjust the government debt level by alternating monetary policy, e.g. by changing the 
currency exchange rate. The common singularity of a small open economy is the volatility of its economy, i.e. its 
sensitivity to the changes in global economy. 
Research results also revealed that government debt stabilization tools can be grouped into two main groups: 
prevention means (such as restructure of the debt, control of the borrowing cost, lowering of the operational risk 
etc.) and mitigating means (such as adjustment of borrowing limits, fiscal policy etc.). Although both groups are 
important, the priority should be given to the first group of the government debt stabilization tools. 
The results of empirical research revealed that Lithuania’s government debt stabilization system is reasonably 
effective and based on the principles of the sustainable borrowing. E.g. during recent global financial crisis, in year 
2009 central government debt ratio to GDP has increased by 13,5 percentage points. Since year 2009 up to date 
average increase rate of the central debt was approximately 2,5 times higher than average GDP increase rate. In 
period of years 2004-2008 primary budget deficit of the central government decreased averagely approximately by 
47,53 percent every year. From year 2007 to year 2009, because of the global finance crisis, it increased 62,38 
times, and during period of year 2009-2011 primary budget deficit of the central government decreased 
approximately by 38,45 percent annually. Since year 2011 primary budget deficit of the central government 
continues to decrease. 
Research showed that in the short run government debt is not stable mainly because of higher borrowing cost and 
debt management cost, which is typical for the small open economy. Correlation between change of the central 
government debt and the change of interest of government securities was established (coefficient 0,96) for the 
period of years 2004-2012. In years 2004-2011, correlation coefficient for the relation between ratio of central 
government debt to GDP and interest of the debt and government securities was 0,92. During period of years 2004-
2008 average annual central government debt increase rate was 2,0 times lower than average annual interest (of the 
debt and government securities) increase rate. In years 2009-2011 average annual interest (of the debt and 
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government securities) increase rate was 2,22 times higher than average annual central government debt increase 
rate. Since year 2011 the interest / debt ratio is decreasing. Average rate of primary central government budget 
deficit decrease during period of years 2009-2011 was 1,24 times lower than during period of years 2004-2008. 
Since year 2011 the rate of primary central government budget deficit decrease has accelerated. Furthermore, during 
periods of years 2004-2008 and 2009-2012, average rate of GDP increase was lower than the average rate of 
primary central government deficit increase (3,07 and approx. 4,5 times respectively). 
Research results showed that in years 2004-2012 ratio of debt with variable interest rate to debt with fixed 
interest rate was approximately 3,5 percent. The risk of interest rate change is partially controlled by setting the 
limits to the debt with the variable interest rate, e.g. in year 2005-2007 the limit was 25 percent, in year 2008 and 
2011 – 10 percent, in years 2009-2010 – 15 percent. The limits are set by taking into consideration the VaR model 
results and the practice of other countries. The research also showed that there is no currency exchange rate change 
risk, as since year 2009 100 percent of the central government debt liabilities are in Litas and/or Euros. 
Also case study showed that there is data discrepancy between national and regional statistics data bases. This is 
due to different approach to the classification of the government debt. 
The results of the scenario substantiate the significance of stabilization of the government debt. E.g. results of the 
analysis of the central government primary deficit restriction for years 2004-2012 showed that, given the 
government debt management decisions and the specific economic situation, it was not possible to sustain stable 
debt / GDP ratio in foreign market and government securities market from year 2008 to year 2010, in domestic 
market – in year 2009. For example, in year 2009, primary budget restriction for government securities market was 
exceeded by 2013,69 million Litas. 
In general, the results of empiric research showed that, given the current central government debt management, 
finance-economy policy and continuity of the current economic tendencies, long term government debt stabilization 
maintenance strategy is in effect. 
Results of the research also showed that government debt stabilization system should be customized according to 
the specific peculiarities of separate economy.
4. Discussion/Conclusions 
In resumé of the research, the focus of the government debt stabilization strategy in small open economy within 
currency board system should be placed on the prevention against long term violation of the intertemporal budget 
constraint. Volatility of the small open economy contributes to this conclusion significantly. To some degree this 
statement can be generalized. However, reserved borrowing strategy should be considered as a prerequisite for the 
sustainable borrowing of a small open economy. 
Also, customization of the government debt stabilization strategy according to the specific economic 
environment of the country/region is one of the most significant prerequisites for the maintenance of the long term 
stability of the government debt. This conclusion can be generalized in terms of its applicability to not only small, 
but also big open economies. 
Because of inability to adjust the government debt level by alternating monetary policy, economies within 
currency board system could consider the alternative, such as establishment of the variable rate system. This is a 
subject for much more extensive analysis. However, currency board system provides economy with the less variable 
economic environment in terms of the monetary policy. And, simultaneously, sets limitations in terms of variety of 
government debt stabilization means. 
The research results are reliable if the specific described constraint of the research is met. Nevertheless, 
prerequisites of the research not only highlight the limitations of the research, but also bring out the future prospects 
of the research in this specific research field. For example, different set of the prerequisites could be considered, 
impact of the inflation policy on the stabilization of the government debt can be analysed, impact of the 
effectiveness of management of borrowed assets on the strategy of government debt stabilization could be examined 
etc.
Also, as the research is based on the concurrence aspects of stabilization and sustainability of the government 
debt, variation of the approach on the issue is subject for the prospective research. 
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